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Introduction 1/2
Snapshot of the Covid-19 crisis in Italy
• The severe economic crises caused by the COVID-19 pandemic is having a far-reaching impact on both the supply
and demand side of the economy. Due to the exceptional situation, many businesses and private individuals will
face a liquidity shortage which may lead to default which, in turn, will have an impact on credit institutions.
• Strict application of regulatory and supervisory rules may erode bank capital more quickly and, therefore their
ability to lend at a time when businesses and households need it most. In order for banks to continue lending to
households and companies it is necessary that some of these rules are used more flexibly.
Existing simulations on the impact of the pandemic crisis support the need for such flexibility:
•

An impact study from Iason1, based on proprietary models used to analyze the impact of macroeconomic
scenarios on corporate and retail default level, analyzes a worst scenario simulation referring to a 12% loss in PIL,
probably not far the pandemic impact in Italy. Results project an increase of default rates from 2,4% four folds, up
to 9,9%;

•

A simulation on cash flows, by prof. Schivardi2, based on detailed data form ‘Centrale Bilanci’ (Cerved), estimates
the number of firms getting into troubles from closure and the amount of lost income. The simulations forecasts
that in a severe scenario 176 thousand more firms (out of 720 thousand) will need liquidity injections; however a
debt moratoria will reduce the number by 20 thousands;

•

Results from scenario simulation from a major banking group, based on a -15% PIL shock forecast the doubling of
the default rate in the first year and a four-fold increase in the share of exposures classified as Stage 2 for Expected
loss estimation.

The afore mentioned impact analysis underline the importance of introducing a more flexible treatment of
4
selected rules.
1 A.
2 F.

Castagna, L. Olivo: Analisi di Impatto sulle probabilità di fallimento delle Società Non Finanziarie in Italia, Iason Research, March 2020
Schivardi, Come evitare il contagio finanziario alle imprese, la Voce. Info; March 2020

4

Copyright © 2020 - Iason Consulting Ltd. All rights reserved

Introduction 2/2
Regulatory and Supervisory initiatives
• In order for banks to continue lending to households and companies, in the harsh economic contraction that will
be felt in the coming months, it is necessary that some of the regulatory and supervisory rules are used more
flexibly.
• At the same time, in order to monitor the effects of the Coronavirus pandemic on their balance sheets, it is crucial
that banks continue to apply sound underwriting standards, as required by EU legislation, and measure risks in an
accurate and consistent manner.
• In the period March-April 2020 ECB, EBA, EC and BCBS have undertaken a series of initiatives. In particular:
EBA and ECB
• EBA, Statement on the application of the prudential framework regarding Default, Forbearance and IFRS9 in
light of COVID19 measures - 25 March 2020.
• EBA, Guidelines (GL/2020/02) on legislative and non-legislative moratoria on loan repayments applied in the
light of the COVID-19 crisis - 2 April 2020.
• ECB, Announces new pandemic emergency longer-term refinancing operations - 30 April 2020.
EC and the Basel Committee on Banking Supervision
• BCBS, Measures to reflect the impact of Covid-19 - 3 April 2020.
5
• European Commission, Banking package to facilitate lending to households and businesses in the EU – 28 April
2020
5
Copyright © 2020 - Iason Consulting Ltd. All rights reserved

02

Mitigation Measures

Copyright © 2020 - Iason Consulting
Ltd. All rights reserved
www.iasonltd.com

Mitigation Measures 1/6
Forbearance and Unlikeliness-to-Pay
• In order to minimize the economic impacts of the COVID-19 pandemic, EU Member States have implemented a
broad range of support measures including public and private moratoria schemes on payments of credit
obligations. Government guarantees and payment moratoria are key measures by EU Member States to support
borrowers that are affected by the pandemic crisis.
• Legislative or non-legislative moratoria represent a suspension/delay of payments within a limited period of time
(generally not affecting the other conditions of the loan), to address short-term liquidity difficulties caused by the
limited or suspended operations of many businesses and individuals, from the pandemic lockdown.
• A forbearance occurs when a credit institutions grants a concession to a borrower experiencing financial difficulties,
for delayed repaying schedule which would otherwise be considered a restructuring of the exposure to be classified
as unlikely-to-pay. For retail exposures, institutions often apply an automatic criteria that may lead to an automatic
default classification.
• A guarantee associated to the moratorium is not considered to change the terms and conditions of the loan,
regardless the way these guarantees are treated under the applicable accounting framework, hence they do not
automatically trigger a forbearance classification.
• However, if the moratorium is applied to exposures already classified as forborne or defaulted at the moment of
the application, the existing classification must be maintained.

Forbearance
• Moratorium or public guarantees do not
automatically lead a reclassification of loans

Unlikeliness to pay
• Banks can exclude payment moratorium periods
from the counting of days past due.
• The assessment of likeliness to pay should still 7
be based on whether the borrower is able to
repay the rescheduled payment, post moratoria.
7
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Mitigation Measures 2/6
EBA Guidelines on Moratoria
• As prudential rules on the classification of loans may bring a widespread deterioration of these measures, EBA has
issued guidelines on payment moratoria intended to ensure that they are being treated similarly to the extent they
have the same purpose and similar characteristics.
• For retail exposures, institutions often apply an automatic verification that may lead to an automatic default
classification.
• The assessment of the unlikeliness to pay should be based on the revised schedule, post moratoria.
Guidelines aim to provide clarity on the treatment of public and private moratoria. In order to avoid automatic
classifications moratoria needs to be:
.

→ launched before 30 June 2020, in response to the COVID-19 pandemic;
→ applied to loans started before the Covid crisis, new lending will follow the normal credit policies and will be
based on the assessment of the creditworthiness of the clients;
→ broadly applied by banks, to ensure that the changes of payment schedules does not induce financial
difficulties of specific obligors, though in a flexible manner to account for different structures and organizations;
→ applied independently of creditworthiness, who experienced financial difficulties before the outbreak of the 8
COVID-19 pandemic.
8
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Mitigation Measures 3/6
Accounting Treatment: IFRS 9
IFRS 9 is the international accounting standard setting out how companies should value their financial assets. It is based
on a set of principles that, by nature, are not mechanistic and require the application of a certain degree of judgment.
Strict application of IFRS 9 during the pandemic crisis may lead quickly to a significant increase in the Expected Credit
Loss.
• Due to the pandemic crisis, forward-looking information relevant to estimating expected credit losses (ECLs) and to
determine the significant increases in credit risk (SICR) for the IFRS 9 classification, are subject to a high levels of
uncertainty.
• The adoption of public guarantees or payment moratoria, following the temporary inability to repay because of the
pandemic crisis, should not automatically trigger a change in the classification of the exposure. Banks should use
their own judgment to determine if expected credit loss must be fully recognized. In fact, guarantees do not change
the default risk of the borrower, they simply reduce the credit losses if a default occurs.
• ECL approach under IFRS 9 requires the application of judgement and flexibility, Regulator invites banks to use own
judgement to mitigate any unwarranted impact of the COVID-19 crisis.
• In addition, the potential cliff-effect, due to a transfers between stages, should be mitigated even by spreading the
day-one capital impact over the period of five years. Hence banks can add back to their regulatory capital any
increase in new ECL provisions that they recognize in 2020 and 2021 for assets which have not defaulted.
9

9
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Mitigation Measures 4/6
ECB PELTROs (Pandemic Emergency Long-Term Refinancing Operations) programme
The euro area is facing an economic contraction of a magnitude and speed that are unprecedented in peacetime as
lockdown measures have largely halted economic activity in all the countries of the euro area.
On 30 April 2020, the ECB decided to conduct a new series of seven additional non-targeted long-term refinancing
operations, to provide liquidity support to the euro area financial system and contribute to preserving the smooth
functioning of money markets by providing an effective backstop after the expiry of the bridge longer-term
refinancing operations (LTROs).
• Counterparties participating in PELTROs will be able to benefit from the collateral easing measures until the end of
September 2021.
• The operations will be offered starting on 19 May 2020 at highly accommodative terms, interest rate will be fixed
25 basis points below the average rate applied in the Eurosystem’s main refinancing operations (currently 0%).
• The operations will provide longer-term funding to counterparties with decreasing tenors, starting with 16 months
and ending with an 8-months tenor of the last operation.

10
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Mitigation Measures 5/6
European Commission: EU Banking Package
• On 28 April 2020, the European Commission adopted a Banking Package that includes an Interpretative
Communication on the EU's accounting and prudential frameworks and some amendments to the EU's banking
prudential rules (CRR) in order to maximize the ability of banks to lend and absorb pandemic losses.
• The EC confirms, via the Interpretative Communication, the guidance given by European authorities and
international bodies regarding the flexibility in the EU's current accounting rules and prudential requirements on
IFRS 9, on treatment of loans-mortgages-payment moratoria and on NPLs. The Communication also highlights areas
where banks are invited to act responsibly, for example by refraining from making dividend distributions to
shareholders or adopting a conservative approach to the payment of variable remuneration. Moreover, the
Communication also recalls how banks can help businesses and citizens through the speed-up development of
digital services, including contactless and digital payments.
• Regarding the legislative proposals to amend CRR - Proposal - , the package includes exceptional temporary
measures to alleviate the immediate impact of the crisis, such as:
- transitional arrangements for mitigating the impact of IFRS 9 provision on regulatory capital;
- date of application of the leverage ratio buffer for G-SIIs from 1 January 2022 to 1 January 2023;
- proposed changes to the calculation - temporarily exclude certain central bank reserves - of the leverage ratio;
- treating more favorably guarantees provided by public institutions under the NPL prudential backstop;
- date of application of the exemption of certain software assets from capital deductions from 28 June 2021 to June 2020;
- date of application of the specific treatment for loans backed by pensions or salaries from 28 June 2021 to June 2020;
- date of application of SME supporting factor and the Infrastructure supporting factor from 28 June 2021 to June 2020.

11

• As regards the Interpretative Communication, the EC will monitor its implementation in close cooperation with the
ECB-SSM and national competent authorities. The legislative proposals will be discussed by the European
Parliament and the Council: the EC is confident that this package will be adopted already in June 2020.

11
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Mitigation Measures 6/6
European Commission: EU Banking Package
Regarding the proposed measures to amend CRR, some of them have a more relevant impact on Italian banking system.
• Transitional arrangements for mitigating the impact of IFRS 9 provision on regulatory capital

The application of IFRS 9 during the Coronavirus pandemic may lead to a sudden significant increase in the Expected
Credit Loss provisions of banks. To mitigate the potential negative impact of this, the EC has proposed an extension of the
current transitional arrangements in the CRR by two years, in line with the international agreement of the Basel
Committee. This would allow banks to add back to their regulatory capital any increase in new expected credit losses
provisions that they recognise in 2020 and 2021 for their financial assets, which have not defaulted.
• Treating more favorably guarantees provided by public institutions under the NPL prudential backstop

NPLs guaranteed by ECAs (export credit agencies) receive a preferential treatment under the NPL backstop: there are no
minimum coverage levels for the first 7 years in which the exposures guaranteed by the ECAs are NPL. It is proposed to
temporarily extend this preferential treatment to NPLs guaranteed by the public sector: this would recognise the similar
characteristics shared by export credit agencies guarantees and Coronavirus related guarantees.
• Date of application of the exemption of certain software assets from capital deductions, from 28 June 2021 to June 2020

Exemption from the deduction from CET1 of some investments in software assets whose value is not materially affected
in a gone-concern situation (resolution or liquidation) of the bank.
• Date of application of the specific treatment for loans backed by pensions or salaries, from 28 June 2021 to June 2020

The credit risk weighting factor for exposures related to loans backed by pensions or salaries is reduced from 75% to 35%
(Standardized method).
• Date of application of SME supporting factor and the Infrastructure supporting factor, from 28 June 2021 to June 2020

The supporting factors allow for a more favorable prudential treatment of certain exposures to SMEs and infrastructure
12
with a view to incentivise banks to prudently increase lending to those entities. SME supporting factor: application of a
factor of 0.7619 on the capital requirement of exposures to SME (turnover less than 2.5 million euros); for the part
exceeding 2.5 million euros, a 15% reduction in the capital requirement is applicable. Infrastructure supporting factor:
12
application of a 25% reduction in risk weighted assets for the financing of infrastructure projects.
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Final Remarks
Actions to response measures
Though normally guarantees do not affect the default probability of the counterparty, providing access to immediate
liquidity during a crises may reduce that chances. On the other hand, adopting the flexibility measures described
earlier will reduce capital absorption and allow the bank to lend more easily.
To exploit at best the supporting initiatives by Regulator and Supervisory, banks need urgently to:
• Introduce a Covid scenarios into strategic planning and stress testing of risk parameters;
• Collect information about the scope and effects of the use of the moratoria, providing relevant information to
their competent authorities;
• Take the presence of moratoria into account while evaluating payment delays;
• Implement the IFRS 9 transitional arrangements that will reduce the impact of IFRS 9 ECL provisioning;
• Introduce flexibility in the classification of non-performing loans and smooth the cliff-effect due to a transfers
between IFRS 9 stages;
• Treat more favorably public guarantees granted during this pandemic crisis – aka NPL backstop;
14

• Take advantage of several capital relief measures to finance employees, SMEs and infrastructure projects.
14
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